FEDERAL RESERVE SYSTEM

12 CFR Part 250
[ M scell aneous I nterpretations; Docket R-1016]

Applicability of Section 23A of the Federal Reserve Act
to Loans and Extensions of Credit Made by a Menber Bank
to a Third Party

AGENCY: Board of Governors of the Federal Reserve
System

ACTI ON: Noti ce of proposed rul emaki ng.

SUMVARY: Section 23A of the Federal Reserve Act
restricts the ability of a nenber bank to fund its
affiliates through direct investnents, |oans, or
certain other transactions (covered transactions).
Section 23A deens transactions between a nenber bank
and a nonaffiliated third party as covered transactions
between the bank and its affiliate to the extent that
proceeds of the transactions are used for the benefit
of or transferred to the affiliate. The Board is
proposi ng to grant two exenptions from section 23A for
certain | oans and extensions of credit made by an

I nsured depository institution to custoners that use
the proceeds to purchase certain securities fromor

t hrough the depository institution's registered
broker-dealer affiliate. The first exenption would
apply when the affiliate is acting solely as a broker
or riskless principal in the securities transaction.
The second exenption woul d apply when the extension of
credit is nmade pursuant to a pre-existing |line of
credit that was not established for the purpose of
buyi ng securities fromor through an affiliate. The
Board proposes to grant these exenptions from section
23A to permt custoners to gain nore flexible use of
the services of insured depository institutions and
their registered broker-dealer affiliates, while still
ensuring that the credit transactions are conducted in
a manner that is consistent with safe and sound banki ng
practi ces.



DATES: Comments nust be submtted on or before July
21, 1998.

ADDRESSES: Comments, which should refer to Docket No.
R-1016, may be nmailed to Jennifer J. Johnson,
Secretary, Board of Governors of the Federal Reserve
System 20th Street and Constitution Avenue, N W,
Washi ngton, D.C. 20551. Comrents addressed to Ms.
Johnson al so nay be delivered to the

Board's mail room between 8:45 a.m and 5:15 p.m and
to the security control room outside of those hours.
Both the mail roomand the security control roomare
accessible fromthe courtyard entrance on 20th Street
bet ween Constitution Avenue and C Street, N W
Comments may be inspected in Room MP-500 between

9:00 a.m and 5:00 p.m weekdays, except as provided in
section 261.12 of the Board's Rul es Regarding
Avai l ability of Information.

FOR FURTHER | NFORMATI ON CONTACT: Thomas M Corsi,

Seni or Counsel (202/452-3275), Panela G Nardolilli,
Seni or Counsel (202/452-3289), or Satish M Kini,

Seni or Attorney (202/452-3818), Legal Division; or
Molly S. WAssom Deputy Associate Director, Banking
Supervi sion and Regul ati on (202/452-2305), Board of
Governors of the Federal Reserve System For the
hearing inpaired only, Telecomunications Device of the
Deaf (TDD), D ane Jenkins (202/452-3254).

SUPPLEMENTARY | NFORMATI ON:
Backgr ound
Restrictions of Section 23A

Section 23A of the Federal Reserve Act, originally
enacted as part of the Banking Act of 1933, is designed
to prevent the m suse of a nenber bank's resources
t hrough "non-arm s | ength" transactions with its
affiliates.¥ To achieve this purpose, section 23A

¥ 12 U.S.C. 371c. Although section 23A originally applied only to member banks, Congress has
since applied the section to insured nonmember banks and savings associations in the same manner
as it applies to member banks. See 12 U.S.C. 1828(j); 12 U.S.C. 1468.



establishes both quantitative limts and qualitative
restrictions on transactions by a nenber bank with its
affiliates. The statute places limts on "covered
transactions" between a nenber bank and any single
affiliate to no nore than 10 percent of the bank's
capital and surplus and |limts aggregate covered
transactions with all affiliates to no nore than 20
percent of the bank's capital and surplus.? Covered
transactions include extensions of credit, investnents,
and certain other transactions that expose the nenber
bank to risk. Section 23A also requires that credit
exposures to an affiliate be secured by collateral, the
anount of which is statutorily defined.?

In addition to regulating direct transactions
between a bank and its affiliates, section 23A deens
any transaction between a nenber bank and any person to
be a transaction between a nenber bank and an affiliate
to the extent that the proceeds of the transaction are
"used for the benefit of, or transferred to," that
affiliate.¥ This provision of the statute, commonly
referred to as the "attribution rule,” is designed to
prevent an evasion of the quantitative l[imts and
col lateral requirenments of section 23A through the use
of athird party that serves as a conduit for the flow
of funds fromthe bank to its affiliates.?

Both the Board and Board staff have taken the
position that, by nmeans of the attribution rule,
section 23A applies to | oans nade by a bank to a third

Z“Capital and surplus’ has been defined by the Board astier 1 and tier 2 capital plus the balance
of an ingtitution’s allowance for loan and lease losses not included in tier 2 capital. 12 CFR 250.242.

912 U.S.C. 371c(c).

412 U.S.C. 371c(a)(2). Section 23A defines an ffiliate to include “any company that controls the
member bank and any other company that is controlled by the company that controls the member
bank.” 12 U.S.C. 371c(b)(1).

¥ See A Discussion of Amendments to Section 23A of the Federal Reserve Act Proposed by the
Board of Governors of the Federal Reserve System 36 n.1 (September 1981) (attached as an
appendix to correspondence from Chairman Paul Volcker to the Chairman and Ranking Members of
the House and Senate Committees on Banking, Housing and Urban Affairs, October 2, 1981).




party, where the proceeds of the |loans are used to
purchase various types of assets fromthe bank's
affiliate.¥ In transactions in which a bank provides
funds to a borrower to finance the purchase of assets
froman affiliate of the bank, the Board and its staff
have been concerned that the affiliate's need for cash
or need to sell assets nmay inproperly influence the
bank's decision to extend credit.

Section 23A also gives the Board broad authority to
grant exenptions fromthe statute's restrictions.
Specifically, the statute permts the Board to exenpt
transactions or relationships, by regulation or by
order, if such exenptions are "in the public interest
and consistent with the purposes of this section."?

Section 20 Operating Standards and Application of
Section 23A

I n August 1997, the Board revised the prudenti al
limtations governing the activities of section 20
subsi di ari es of bank hol di ng conpani es and adopt ed
Operating Standards to replace the existing firewalls.¥
One of the firewalls had prohibited a bank hol di ng
conpany and its subsidiaries (other than the
underwiting subsidiary) from know ngly extendi ng
credit to custoners to purchase (a) a bank-ineligible
security underwitten by a section 20 subsidiary during
the period of the underwiting or for 30 days
thereafter, or (b) a bank-ineligible security in which
the section 20 subsidiary makes a narket.

YSee, e.g., Letter from J. Virgil Mattingly, General Counsel of the Board, to Ms. Charla Jackson
(August 26, 1996) (crop-production loan to farmer who leases farm land from a bank’s effiliate is
covered by section 23A); F.R.R.S. 1 3-1146.5 (bank loan to finance a prospective purchaser’s
acquisition of an affiliate covered by section 23A); F.R.R.S. 1 3-1167.3 (bank loan to finance the
purchase of sharesissued by an affiliate deemed a covered transaction subject to section 23A).

7 12 U.S.C. 371c(e)(2).

¥See 62 FR 45295, 45307 (1997) (codified at 12 CFR 225.200). Section 20 subsidiaries are
companies that underwrite and deal in, to a limited extent, bank-ineligible securities. A bank-
ineligible security is a security in which a member bank may not underwrite or deal.



In place of this firewall, the Board adopted
Operating Standard # 6, which prohibits a bank from
know ngly extending credit to a custoner to purchase
bank-ineligible securities that a section 20 subsidiary
Is underwiting or has underwitten within the past 30
days. The Operating Standard, however, allows an
extension of credit to be made by a bank to a custoner
to purchase securities froma section 20 affiliate
during the underwiting period, pursuant to a
pre-existing line of credit not entered into in
contenpl ati on of the purchase of affiliate-underwitten
securities. Operating Standard # 6 does not otherw se
prohibit a bank fromlending to a custoner to purchase
securities froma section 20 affiliate.



At the sane tine that it adopted the Operating
St andards, the Board affirmed that section 23A woul d
apply to the types of credit transactions that
Operating Standard # 6 does not prohibit to the extent
that the proceeds of the transactions would be used for
the benefit of, or transferred to, an affiliate.
Several commenters on the Board's proposal to adopt the
Operating Standards rai sed concerns about the
conpliance and econom ¢ burdens associated with
appl ying section 23A to the extensions of credit now
perm tted under Operating Standard # 6.¢ The
commenters argued that these burdens woul d cause banks
to avoid nmaking the types of |oans permtted by the new
Operating Standard, thereby mnimzing the practical
effect of elimnating the firewall. |In response, the
Board stated that it would consider whether an
exenption fromsection 23A for those transactions to
whi ch the Operating Standard does not apply woul d be
appropri ate.

Pr oposal

The Board is proposing to grant two exenptions from
the quantitative limtations and col | ateral
restrictions of section 23A for certain | oans and
extensions of credit nmade by an insured depository
institution, the proceeds of which are used to buy
securities froma registered broker-dealer affiliate of
the depository institution. The first proposed
exenption fromsection 23A woul d apply when an insured
depository institution lends to its custoners for the
pur pose of purchasing third-party securities through a
regi stered broker-dealer affiliate that is acting
solely as broker (but not as principal) in the
securities transaction wth the

YFor example, commenters noted that a bank making aloan for the purchase of securities from
its section 20 ffiliate would need to monitor (1) whether the stocks being purchased by its customers
were issues in which its section 20 affiliate was making a market, (2) the appropriate amount of
collateral, (3) the length of time the collateral would need to be posted, and (4) whether there was
room for the loan under the bank’s section 23A quantitative limit on covered transactions.



custoner or as riskless principal in the transaction
with the customer. |n such circunstances, the
custonmer woul d be purchasing securities through the
depository institution's affiliated broker-dealer,

whi ch woul d be acting only on an agency or
agency-equi val ent basis, and the seller of the
securities would be required to be a nonaffiliated
third-party. The exenption would be applicable even if
the broker-dealer affiliate of the insured depository
institution retained part of the | oan proceeds as a
br okerage comm ssion or, in the case of a riskless
principal transaction, a mark-up for effecting the
securities transaction.

The second proposed exenption would apply to
extensions of credit that are made pursuant to a
pre-existing line of credit, the proceeds of which are
used to purchase securities fromor through an
affiliate that is a regi stered-broker dealer. Under
t he proposed exenption, the extensions of credit nust
be made by an insured depository institution pursuant
to a pre-existing line of credit that (1) was not
entered into in contenplation of the purchase of
securities fromor through an affiliate, and (2) is
either unrestricted or the extension of credit is
clearly consistent with any restrictions inposed. (For
exanple, if the custoner had a pre-existing |line of
credit limted to purchases of rated securities froman
unaffiliated party, then the exenption would not apply
to an extension of credit used to purchase unrated
securities fromor through an affiliate.) In
determ ni ng whether the line of credit is truly
pre-existing, examners will consider the timng of the
line of credit, the conditions inposed on the |Iine of

10“Riskless principal” is the term used in the securities business to refer to a transaction in which
abroker-dedler, after receiving an order to buy (or sdll) asecurity for a customer, purchases (or sells)
the security for its own account to offset a contemporaneous sdle to (or purchase from) the customer.
A broker-dealer acting as a riskless principal is not obligated to buy (or sell) a security for its
customer until after the broker-dealer executes the offsetting purchase (or sale) for its own account.
See, e.q., 12 CFR 225.28(b)(7)(ii); The Bank of New Y ork Company, Inc., 82 Fed. Res. Bull. 748
(1996). Accordingly, riskless principal transaction are an alternative means for executing buy or sell
orders on behalf of customersin a manner equivalent to an agency transaction.




credit, and whether the line of credit has been used
for purposes other than the purchase of securities from
an affiliate.



The Board believes that the two proposed exenptions
fromthe restrictions of section 23A are consi st ent
with the purposes of the Federal Reserve Act. The
exenptions would pose mnimal risk to insured
depository institutions. Under the first exenption,
there is negligible risk that | oans nmade woul d be used
as a source of funding froman insured depository
institution to its affiliates. The exenption nmay be
used only when the depository institution's
broker-dealer affiliate acts as a broker or riskless
principal in a securities transaction. Accordingly,
the securities being sold through the registered
br oker-deal er would not be carried in the inventory of
t he broker-dealer or an affiliate, and the | oan
proceeds, which would be initially transferred to the
affiliate to purchase the securities, would be
transferred in turn to the seller of the securities,
whi ch al so would not be an affiliate of the insured
depository institution.

The second exenption also presents little
opportunity for a depository institution to benefit its
affiliates. In circunstances in which there is a
pre-existing line of credit that has been established
for a purpose other than buying securities from or
through an affiliate, there is little risk that the

depository institution either will be using a credit
transaction to direct noney to its affiliates in
violation of section 23A or will ease its credit

standards to benefit its affiliate.

The Board al so believes that the proposed
exenptions fromsection 23A are consistent wth the
public interest. The two exenptions woul d provide
greater convenience to custoners to gain nore flexible
use of the services of insured depository institutions
and their registered broker-dealer affiliates, while
still ensuring that the safety and soundness concerns
of section 23A are net. In addition, the exenption
that applies to pre-existing lines of credit would
all eviate the conpliance burdens associated wth
appl ying section 23A to extensions of credit that were
not made in contenplation of a purchase of securities



froma depository institution's section 20 affiliate.

Regul atory Flexibility Act Anal ysis

The Board certifies that adoption of this proposal
I S not expected to have a significant econom c i npact
on a substantial nunber of small business entities
within the neaning of the Regulatory Flexibility Act (5
US C 601 et seq.). Many



smal | bank hol di ng conpani es do not have registered
broker-dealer affiliates. WMany small banki ng

organi zations, therefore, would not be affected by the
proposed rul e.

In addition, the proposed rule would create an
exenption from section 23A of the Federal Reserve Act
for bank hol di ng conpani es and i nsured depository
I nstitutions that have regi stered broker-dealer
affiliates. Accordingly, the proposal nay be expected
to alleviate (rather than increase) conpliance for
affected small bank hol ding conpanies and their
affiliates.

Paper wor k Reduction Act

The Board has determ ned that the proposed rules do
not involve the collection of information pursuant to
t he provisions of the Paperwork Reduction Act of 1995,
44 U. S. C. 3501 et seq.

Li st of Subjects in 12 CFR Part 250
Federal Reserve System

For the reasons set forth in the preanble, the
Board proposes to anend 12 CFR part 250 as foll ows:

Part 250 - M scel | aneous Interpretations

1. The authority citation for part 250 continues
to read as follows:
Authority: 12 U S.C. 78, 248(i) and 371lc(e).

2. Section 250.244 is added to read as foll ows:

8 250.244 Exenption from section 23A of the Federal
Reserve Act for certain | oans and extensions of credit
made by an insured depository institution to a third
party to purchase securities froman affiliate.

(a) Section 23A of the Federal Reserve Act (12
U S.C. 371c) shall not apply to a | oan or extension of
credit by an insured depository institution to any



person other than an affiliate if --

(1) The terns of |oan or extension of credit are
consi stent wth safe and sound banki ng practices; and

(2) The proceeds of the |loan or extension of credit
are used to purchase securities through an affiliate
that is a broker-dealer registered with the Securities
and Exchange Comm ssion, where

(i) The affiliate is acting solely as broker (but
not as principal) in the securities transaction or as
ri skless principal in the securities transaction; and

(ii1) The securities are not issued or sold by
conpanies that are affiliates of the insured depository
I nstitution.

(b) This grant of exenption is applicable to a | oan
or extension of credit even if a portion of the
proceeds are used by a borrower to pay brokerage
comm ssions or, in the case of riskless principal
transactions, mark-ups to the affiliate.

3. Section 250.245 is added to read as foll ows:

8§ 250.245 Exenption from section 23A of the Federal
Reserve Act for certain extensions of credit by an

I nsured depository institution to a third party made
pursuant to a pre-existing line of credit.

Section 23A of the Federal Reserve Act (12 U. S. C
371c) shall not apply to an extension of credit by an
I nsured depository institution to any person other than
an affiliate if --

(a) The proceeds of the extension of credit are
used to purchase securities fromor through an
affiliate that is a regi stered broker-dealer; and

(b) The extension of credit is nmade pursuant to,
and consistent with any conditions inposed in, a
pre-existing line of credit that was not established in
contenpl ati on of the purchase of securities from or
through an affiliate.

By order of the Board of Governors of the Federal
Reserve System June 10, 1998.



(Signed) Jennifer J. Johnson

Jenni fer J. Johnson,
Secretary of the Board.



